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LIFO Inventories
and National Income Accounting

O'NE of the signifisent developments in business acconnt-
ingr in recent yonrs has been the spread of the lest-in first-out
iYafo) inventory method. Lifo is a method of mventory
accounting wherahy the most recent purchases are first
charged Lo cost of goods sold. Lifo thus reverses the nsual
first-in _first-out fo) procedure whereby purchases are
gharged o cest of goods sold in the historical order in which
they are made. mﬁ parisds of rising Frm.es, eomputaed
eoxts will be higher sn rgro:trud profits [ower under Lifo
then under Fifo. Conversely, when prices are falling, costs
will ha lower and profits graater under Lifo than under Fifo.
(rver the course of & complate prica eycla Lilo profits tend to
be more stable than Fifo prohts.

The main putpose of this artide is to make svailable newly
ﬁnf.hemd information on the extent to which Lifo sccounting
a& been adopted by compnnies angjs:lged in manufaeturin

and to explain the relationship of the Lifo method to nation

income accounting. The new infermation is drawn pri-
morily from a guestwnnaire survey of Lifoe use among
menufacturing companiss tolkan in eonjunetion with the
regular Mﬂnbilj‘ Tndustzy Survey of the Ofice of Busineas

Eronomics.
Use of Lifo in Manufacturing

There #re a numbsr of Imyge firms, particularly in the
primary nonferrous metals, leather, and petroleum refining
industries, which adopted Lifo before the general recognition

of the mothod for neome tex purposes in 1080, Theze werae
industrica, marked Ly lorge st of basic row maternls
with vary sensitive prices, which wers most seriously affectad

by the itmpact of changing inventory costs on income com-
puted by the Fife method. Firms engﬁed in Ieather tan-
ning and in the smelting and refining of nonferrons metals
WErE among the most vigorous advocates of the recognition
of Lifo for income tax purposes. When Lifo was first
nuthorized ns an aecepisble method in the Revenua Act of
1935, ita agpﬁc.a.tiun wue limited to specified raw materials
of these industries.

In 15939 the authorization of Lifo was extended by logis-
lation to cover any taxpayer, and regulntions guverrﬁugritrs
use were issued by the Bursau of Interna]l Revenve. The
enrliest users of Lifo generelly applied the method to stoclks
of homogeneous raw meierinls. In practice, companies
adopting Lifo usunlly apply the method only to selected
items rather then to the entire inventory.

Growth of Lifo

Tha afpmvnl of Lifo for tax purposes decs not appear to
have Ied to & large number of adoptions in 193¢ or 1040,
The prospect of inflation combined with high wartime tax
l'ataa'l:nn.cfe 1941 the most important single year in the growth
of Lifo as measured by the numbar and industrial diversity
of new users. For the first time Lifo aceounting was widel
used by producers of iron nad steel, fabricated mectal prod-
uets, taxtiles, paper, and lumber, and by meat packers.

The number of firms using Lifo grew steadily during the
war gnd early pestwar yenrs, but there is no evidencs of n
remarkably heavy infiux in any single yesr. Noisble in-
crenses in the use of Lifo occurred in the chemicals and
fumniture industries in 1942 and in the electrios] machinery
industrty in 1948,
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Tn 1950 and 1251 the resprgent inflation brought otllﬁl:}y the
Eorean conflict encouraged many firms to initiate Lifo ac-
counting. The popelectrical machinety industry aod the
rubber products industry showed ai cant use of Lifo for
the first time n 1950, and additionsl fivme adepted Lifo in
indusiries already marked by some use of the methed. This
trend continved in 1951 with important increases in the
fabricated metal produste and nonelectricsl machinery
ﬂoupa As shown in table 1 snd che amnmpmy;nii char
ifo accounting was reported in use in 19 of the 22 ndiTidus.
mannfacturing industries covered in the 1951 sample survey,

Estimated Book Valve of Lifo
and Nonlifo Inventories in
Manufacturing, Year-end 1951
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and approzimately 15 percent of the todal book value of
¥ manug:mturh:g inventorizs wes on o Lifo basis. The table

alee illustrates the growth of Lifo sinee 1947 and identifias

the industries in which the most recent incresnses have

pocuried.

In the interpretation of the industry Lifo mtios shown in

table 1, it is imporient to nete that these ratios express
H{rela-tian hetwaen the beok value of Lifo inventories and the
' $otal book valuse. Under eonditions of rising prices, such as
have prevailed since Lifo was introduced, they understate the
relativa importsnce of Lifo invantories i terrue of physical
volume. i5 is a0 bocavse the booic value placed on Lifo
inventories depends on the level of inventory costs prevail-
ing in the oripmal year of Lifo adoption and in other years
| glgﬁ? p]]::tysicni mcrements were added to the stock of gooda on
- g Lifo basis,

In contrast, IFifo inventories, which constitute the bulk of
non-Lifo huld’ings, are valued ab the most recent costs in-
curred, or at current morket prices if lower than cost, and
thus reflect approximsately curcent prices. An accurate
reasure of the relative importance of Lifo inventories in
real terms eould be achisved ondy by the zevaluation of boolr
. Lifs inventories in the pricss at which non-Lifo inventories
are valued. Such & revaluation would require more detailed
knowle than is now avsilable of the physical growth of
Lifo stoels and of the types of inventaries carried on Lifo in
the warions industries.

Concentration in large corporations

Lifs aecomting is arally concentrated nmong o
sized ﬂarpﬂmh!uolll:lgs. Igenthe primary metals, textini.ges, lfheli
petroleum industries it has also spread to medium-sized
corporations, but the mathod iz rarely used by small som-
panjes, Although very little information is available on tha
accounting practices of nmw?nmm menuincturing fros,
it iz lizaly tJEnt Lifa iz of neglizible importance in this sactot.
The limited use of Lifo among smaller commpanies may be dJue

. to several reasons, such a3 the relative novelty of the method
and the Initial cost of introducing it.

Application to selected inventories

Quly in very few cases does & company using Lifo apply
the rjn:ui{i;l:u:n:l Et?its totel stock of goods. The most general
practies of Lifo users is to &mﬂ}ﬂﬂj the method in the valua-

"tion of selected rew materisds. This is in line with the
original interpretation of the Lifo methed as n_.pshcahle to
hagie, homogensous goods. In the petroleum indusiry, for
instance, ‘‘erude and refined oils” are usvally valued ou the
Lifa basis; in the primary nonfarrous industty “metais” are
fraquently on Life; and in the textile industry the Lifo
method i5 often confined o “cotton and cotton content.”
In recent years, however, there has heen sn inereasin
tendeney to extend the Lifo principle fo other types o
inventory

Tha ations of the Bureau of Internal Kevenue relating
to the mechanics of applyiog Lifo have been given a graduslly
more flexible inter%_retnt:qn during the of experience
with the meathod. ulIcmnﬁ the original conception of Lifo,
the Bureau ot first u.pgmx: its use enly in the valuation of
categories of strictly identical goods. ‘ o

In 1944 this policy wne altered to permit tha combination
of shnilar but mot identical raw maderizls inte single groups.
Producers of cotton toxtiles, for example, were allowad to
f,'mu tﬂgethw all of Taw cotlon degpite differences in

eng& of staple, color, or grade. Prior to this provision a
firm which no lo used & parhicular type of cotton weuld
be obliged to liquidate stocks of that type at original Lifo
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costs, Eince it could not replace them, for tax purposes, with
cotton, of any other type. In e¢tber words, inventories used
ﬁ would not be ralued st cwrrent replacement cost and the
vantage of applying the Lifo method would ba lost in these
instances.
In Novamber 1949 the Buresu extended general approval
to the “‘dollar value" method. The efficacy of Lifo in placing

Table 1,—Eatimates ! of Lifo [uventorle for manwiacturing ind
fries 3, yoaratnd 1951 amd year-end 1947 :
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the eost of goods =old on a current replacement cost basis was
further incrensed by this smendment, w0 the extent that it
ermitted the replacement of inventories uzed up by related
ut not strictly idantienl items on 4 wider scale then before.
Thess pradual changes in the policies ing Lifo have
made the application of the Life method practicable and
advontageons for an inereasing nemhber of tazpayers.

Primary metals

Over one-fiféh of the total estimated book value of manu-
facturing inventories on Lifo jn 1851 was held in the primary
metale industry. The overall industiy Lifo ratio of 44 per-
ceat is & composite of subproup ratios of 68 percent for won
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and steel, 35 percent for nonferrous meials, and 15 percent
for other primary metais.

Several major producers of nonferrous metels used Lifo
accounbing even before 1939, but it wae not until 1941, when
s number of prominent iren and steel firms adopted the
methed, that Lifo hecame an impoertant factor in the industry
a3 & whola, Further mgnificant ndoptions of Lifo ocourred
m 1947, 1950, and 1951.

Nina of the 11 lurgest steel companies and ¢ of the 13
largeat nonferrouns metal companies used the Lifo method in
1951, but the Elmpurtinn of the total hook value thet is
corried on the Lifo basis varies widely for individual com-
Ebmas from less than 5 percent to over 90 percent. The

igher Lifo ratio for the iren and eteel pronp stoms from the
fact that, on the avernge, Lifo firms in that group carry a
higher proportion of their total hook ralue on tha Lifo basis
than de nonfarrous maetal producing companies.

FPetrolewm and coal products

‘The highest 1951 Lifo ratio for a =ingle industry is found
in the peirolemn and coal produvsts group. This iudlm[;t?
accounts for neaxly one-fifth of the total beok value of Lifo
inventories. Saveral yeers before Lifo was approved for tax

urposes, the Board of Directors of the Americsn Petroleum
nsiitute recomimended to the membership the application of
Lifo in the valustion of raw material invan tories.

A oumber of the petroleum fitms covered in the present
survey reported adeption of Lifo before 1939, and another
snbstantinl seement of the indus awitched to tha Lifo
method in 1241, There wers sporadic new entrants during
the war and early postwar years, but cnly 2 fow relatively
small firms have initisted Lifo actounting since 1347, There
ara still several very large petrolsum refining companies
swhich malre no use of the Lifo method, bué, on tha other hend,
Lifo seems to be more widely employed by smaller companies
in this industry than m any other,

Nonelectrical maChin.er_}-'

The growth of Lifo accounting in the nonelectrical ma-
chinery group is particnlarly " mteresting becauss the method
wag ueed only to n very limited eftent before 1950. Amend-
mentof the tax Tegulations oonmminﬁ[afuto permit use of the
idollar velne” method Brevmusljr retarred to greatly simpli-
fied the application of Lifo accounting to the numerons and
varied liems that make up the inventories of a machinery
firm, It ie probable thet this change of the iax regulations
and further inereases in material and labor costs were the
major reasons for tha adogtiun of Lifo by numerous machio-
ery menufusturers in 1050 and 1951,

Thara iz soncidernble variation among the machinery sub-

ups a5 %o the relative imporéance of Lifo imventories.
%?m* one-half mmuﬁddmtfal bunllslfvaiua of Lfnio in-
venboriés 1h ot ars T manuiacturars of agri-
eultural mery. Lifo has slso become an important
factor in the office and store machinery and construction
machinery industries, Omn the other hamd, there has besn
only scattered use of Lifo in the metalworking machinery,
special industry machinery, snd household machinery
subgroups.

The Life method has beenn adopted by relatively few firms
in the nonelectrical machinery industty in comparison to its
brosd scceptemece in the pronary metals, petrolewm, and
textile industries, But many of the largest companies vse
the meithod and a}:’pIy it to the major part of their total
imventories. The latter feature reflesis the broader appli-
cability of Life pearmitted by the recent amendment of the

Treasury reguleticns,
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Moy i
Foods textiles, and other products

In the foed indus
book value &s found m maptgacking nqazh 30 pereent in the
canning and preserving industry, wi remaindey
seattered through the grain, deiry products end other foods
subgroups. For the mast part, the meatpacking firms on ¢
Lifo basiz adopted the method in 1941. In tha other sub.

try, nearly 40 percent of the total Tifo

groupe the dates of Lifo adoption sre elustered in two periods, -

1941—42 and 1950-51.

The af“'m‘h of Lifo in the textile industry has been very
gradual, with new firms adopting the method in nemly evary
year since 193¢. Lifo has gained wide acceptance ewven
among medinm-sized | rations. Almost one-half of the
gample firms covered in the survag raport somse use of Lifo,
but the proporiien of inventories held on Lifo is often quite

Tha specific indusiries discussed above are the chief Lifo
industries from the point of view of aggregate book value of
Lifo stocks. Thers are other industries, however, such as
beverages, paper and products, leather, and fabricated metnl
products, which value s relatively bigh proportion of their
stocks em Lifo. The most notable growth of Lifo since 1847
is found in the machinery, rubber produets, and stone, elay
znd glass induatries. In comparing Lifo ratios for 1947 and
1951, it shonld be notad again that the ratios refate only to
book velue date.  Just as the book value raiios given gen-
erally understate the proportion of Lifo stocks to total
physical stocks, increases iIn the book value ratios between
1947 and 1951 understate the relative growth of Lifo in-
ventories In real terms.

Nature and Effects of the Lifo Method

The natora of the Lifo method rasy be best explained by
contrasting it with the traditional t<in first-out (Fifo)
method which is by far the most widely used inventory
accounting procedure. Under both Lifo and Fifo, inven-
tories gre valuad aé original costs, but becasue the two
metheds embody nppﬁsuE sssumptions as to the fow of
invantory goods their application yields divergent yesults in

periods of price change.
Filow of inventory goods

Despite the implication of the terms “first~in Arst-out’
and “last-in first-out,” neither of these rnethods ily
accords with tha actual physical flow of goods out of inven-
tory. They represent, rather, alternntive assumptions, for
eost, purposes, ae to the order in which inventery goods are
uzed up or sold. The Fifo method sssumes that the earliest
%Zcrxis aequired are the first to ba used up or sold. The

ifo mathod employs the reverss assumption as to the How
of poods t-hrnugﬁ L}{: inventery. The

vired are assuned to be ihe frst up or sold,

hts, undor Fifo currant sales are matched to some extenl
with priov period costs. Lifo, on the other hand, appliss
the most recent costs incurred against current sales, thereby
matehing current costs egainst current revenwe. Past
period coste are char, #gainst current revenue only if
stocks weed up or zold exceed current p es, in other
words, to tha extent that there iz a decline in physieal
stocks.

Faluation of inventory holdings

FE

&

F

ods most recently

i

Ths valuntion placed on the inventory remeining on hand 4

under the two methods is implicit in the treatment of costs
incurred, Since the Fifo method nssumes that RIS
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physical change at current prices
BILLIONS OF DOLLARS

Effect of Inventory Valuation Adjustment on Book
Value Inventory Change and Business Profits

On the product side of the produdion accownt, the inventary valvation
adjustment converts the book value inventery change to show

HET GHANGE IH HOMFARM BUSINESE INVENTORIES
o oH I CHANGE FTEE INVENTORY 7
...... ADGK ‘MU.IE-..\ VALUGTION D USTMER
P 7 -
. INYENTORYT WALLMTIHN ADNFSTMENT
20

On the cost side of the production account, the inventory valualtion
adjysiment places cost of sales on a current cost bosis, ond
thus shows profils accruing from current preduclion

FROFITS BEFORE WYENTORY
VALUAT QM ADMISTHENT

OORFORATE AND UNINCORPORATED NONFARM BUSIRESS PROFIYE BEFOAE TANES

FROFITE AFTER |NYENTORY
VALUATION ADMISTHENT

IRYENTORT VALUATION AOJUSTHENT
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1250 1951

used up in the order in which acquired, it follows that the
ending inveniory of each period i= made up of the goods most
recently aecquired and is volued at the cost of these goods.
If the commmon gactriﬁa of voluing inveutories at the lower
of coat or market is followed, ending inveniories will be
valued at ewrrent market prices when thesa are lower than
cogt.  Fifo thus provides a balence sheet inventory Sgure
clozely reflecting current cost.

er Lifo, on the cther hand, the ending mventory is
sssymed to be made wp of the earliost goods nequired and
is valved at the original cost of sach goods. Only the
fl"l]l}'sical increment in any yesr is valued af_current cost.

e balance sheet velua of Lifo inventories, therefore, may
be mora or less remote from & cerrent valuation, depending
largely on the degree of price change taking place between
tha orig of adoplion of Lifo and the current period.
(Users of the Lifo method for tax purposes are not permitted
i write down the value of theiv inventories below the original
Lifo eost, aven tho current cost or market prics should
fnll helow that level.

If, for example, a ficm meintains a constant pbysical stock
of inventories through aa extended peried of price inersases,
application of the Iifo method will place & higher value on
thizs constant stock st the end of successive accounting

eriode, thus reflecting the increased cost of inventory goods,
nder Lifo sccounting, bhowever, asauming the method
o be adepted in the firat yonr of the period, the inventory

.changs in the value of inventories during the
standard fortaula is: eost of goods zold equals beginning

will be carried 8t = constant dollar value reflecting cosis of
the original year of adoption.

Determination of profits

Perhaps the most significant. difference between the Life
end Fife methods relates to their offectz on the determina-
tion of business incoms. The eost of goods sold and, there-

fore, the net income are calculated with reference to the
year. The

mventory plus purchases less ending inventory.

As pointed out above, the Fifo method, derihg petiods of
rising prices, places o higher valve at cach ye on A
constant physicsl volume of inventeries, while the Life
method carmes these constant stocks at constont priees.
It i3 apparent that, given these conditions, application of
the Fifo method will resnlt in o lower cost of goods sald and
& highar reportad profit than the Lifo raethod.

The snme poiat con be demnonstrated directly in terms of
the flow of eosts, In a period of stable prices, the cost of
poods sold caleuleted by tha ¥ifo method, with the esrlisst
costs charged to salea, will be roughly equivalent to the cost
of goods sold somputed by the Lifo method, with the latest
cozts chanlped to sales. With prices rising, however, costs
gre lower snd profits bigher wader Fife than aoder Lifo,
gince cozis chorged to siles ove the oarliest {lowest) costs
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uther F‘i;’g, l;udt- the mest recent (higvl'%ﬁsﬂii‘mts u::ﬂﬂ Iﬁé’u.
o perigd of declining prices, costs war rofita
bighar undasr Lifo then unde: Fifo, #

he_following concise cheracterization of Lifo has been
ﬁen by the Commitiee on Accounting Procedures of the
ericen Institute of Accountants: “The Lifo method of

accounting for inventory costs, a3 now applied, is an account-
ing device for applying mourred costs in & manner, the pur-
poza of which iz to reluie eosts to revenue more D.EB\I‘I?' on the
same price level base than would the Fifo method.”

Tha following ezample ! illustzates the principal ddlerences
between Lifo and Fife in determining ineome:

Tiam Fip I

Balew _______________________ 480 units at 37____ 5. 860 3, 360
Lees: Costof gosdvsold____.__ . __...__.... == L300 X 40D
Beginning inventary.. .. 1{M) wnits at $4..__ 40 400
Plus: Porghesss ______._ 504 units st $5__.. 2,800 2, 500

Lesz: Ending inventory
Fifo__...__.._ l% unfhs at $5__. . 600 . T

- 100 units ot Fdeev = o —vaa

Lifo e eveme (B0 i ae BT T 100
Equals: Gross proff _________________________._.. LOGE 980
Lesz: Administrative, aelling and other expenses. ... 300 L
Eguale: Frofit. . . oo = THO G0

The difference between Lifo snd Fife ss to the order in
which the cost of goods is charged against sales is reflected
in the sost of goods sald. The Lifo method value inven-
tories us&d‘u'is ut the lntest costs incuried, re&resented by
current period p Under this nicthed the total cost
of goodssold is $2,400, ail 480 vnits sold being valued in terms
of their current cost of $5 per unit.

Under Fifo the earlissé ossts inevrred, raprosented b
beginning inventory of 100 units at 34 each, are first chargy
to costs of goods sold. Only the additional 380 wnits sold
nre valued at the current cost of $5 par unit, so that the total
post of gopds spld i $2,300.  In other words, cost of goode sold
under Fife folls dhort of currend replacement cost by the
axcess of the current replacement cost over the original cost
of the inventaries ugad up in production.

Bince, in the example %egmm inventory and purchases
are identical under hoth Lifo and ifo, tha difference betwaen
the bwo methods in the calculation of cost of s sold is
reflected in the entrg'h for endmg inventory. Under Lifo,
ending stocls, wp to the quaniity on hend ot the beginning,
are valued at beginning cost of #4 per unit, and only the

hysical increment is valued at current cost of 35 per unit.
R‘hus, the inerense in the hook value of Lifo inventories iz
equivalent to the &;:Lgmca.l change at current prices,
nder Fifo the mvrentoly eomprizes the most recont
urchases and iz valued at corrent epst of 5 par uoit. Tha
k value increase i inventories of $200 shown under Fifo
is accordingly in excess of the physical increment of 20 units
at current prices shown by Lifo, becanse it reflects in addition
the increase from $400 to $500 in the valve placed on equiva-
lent inventories of 100 units at the beginning and eand of the
period. It may be noted thet this element of inventory
appreciation is equivalent to the excess of the cwrent replace-
ment cost over the original costk of inventories used vp in
roduction whick, as has been shown, is an element of the
o cost of sold. ) )

The foregoing example illustrates how, in pariods of chang-
ing cost prices, the different assumptions rolating to the flow
of myentory goods mads under Lifo and Fifo result in differ-
ent messures of inventory change, eost of gonds sold, and
prefits. As will be shown later, the method of inventory
valuation adopted in national income aecounting resembles

1 For parposes of mopealtlon 1t hof beow cmumod, o tho exompln aod In the bext, that

prices chnoga between acemamting perisda buk oo couslont wwlthin perkods.  This ossumptsn
hlr;h!;.r Mmd&mﬂmmldMWblﬂmﬂwmbﬁmu{tbamwmﬁm
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closely the Lifo method. The inventory yaluation edjust-
ment by which the change in the book value of inventories .
snd tha eorresponding profit data are adjusted for inclusian
in tha national income and product accounts is closely similer
to the Qifference hetween the Filo and Lifo measures of profic
and invemtory change. . ,

The principal! reasons for the adoption of Lefo are suggested
by the foregning comparison with the Fafo method.

Cost of replacing inventories

Under Fife, if prices increase, the full cost of replacin
hysieal inventories ia not reflocted in coat of guld.
art of the reported profit thus represents only the increased

eoet of ing inventerias sand cannot be realized if physical
stonks are t0 be maintained without liquidating dther assets
or inereasing the indebtedness of the buzinesz, Emplorees
and stockholders, however, may assume that reported profits
aTe avaitable for distribution as Inereaser wages and dinidends
of for uee in capital Investment.

The Lifo methed, by pricing inventory goods used up or
zold st current repltcement coat, provides s measure of in-
come after provizion has been ¢ Tor the increased cost of

inventories.. 'ropopents of Lifo accpun aontend
that Life profits are therefore more tmeaningful and realistic.

T'he desire for & profit figure more in line with dispezable cash

has bsen an impertant motive in the shift from Fifo to Lifo,

Another reason for the ;Pread of Lifo i the grenter stabilicy
of Lifs profits relative to Filo profits over an extended period.
Lifo profits are lowar in times ufnm-a;pneaswhanpro t& nre
typicelly high. Conversely, reported profits nre greater {or
losses smaller) under Lifo than under Fifo in times of falling
prices when profits ara l;ﬂ)ica]]y low. To many businessmen
$he smoother, more stable picture of earnings provided by
Lifo is one of the more attractive features of the method.

Tax considerations

The rapid growth of the Life method since 1939 would
not have ocewrred in the absence of o steadily rising
price level and relatively high ratas of corporate income taxa-
tion. Sinca the Life method yields lower profits figures in
timea of riging prices thon the Fifo method, thers has baen o
signifieant tax advantage in its adeption in the inflationmy
conditions of recent yenrs. This adventage has heen accen-
tuated by the high wartime and postwar tax rates. )
An offsetting tax disadvan arizes in years of fnlling
nices when tha Lifo method yields higher profits, or smaller
nsses, than the Fifo method. Over 3 complete price cycle
total profits before taxes will tend 3o be similar, for any
one firm, under sither inventory method. If one assumes
that tax rates are likely to be higher on tha price npewing
{when profits under Lifo are lower) than on downswing
{(when profits under Lifo are greater), & nel tax advanbage

- would probably accrue to the users of Lifo.

Factors limiting use of Lifo

One of tha most common objections to Lifo relates to the
carrying of inventories in the balonce sheet st o sl Lafe
eosts rather then at current prica levels. This feature of
Lifo tends to give a distortad impression of the current asset
E?Bmon, and 1t bas been widely supzested that firms us
Lifo provide un additional entey for the approximate walve o
Inventories ab curtent prices.

It may 2lso be noted that the application of the Life
method raises new %u‘:!'oblems of acconating thai do not arise
ir conmection with Fifo. For instence, in the preparation of
interitn quarterly finaneial statementa, porehases charged to
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cost of goods sold muy differ from those charged on an annual
basis. Special adjustments or estimates may be requirad in
preparing the quarterly statements in order to keep tiem on
a basis consistent with that usad in sunual reports. The use
of the “dollar value® methed, which in easzas is necos-
sary dor securiniltha full advanteges of the Lifo method, ulse
Talsed new ems for busipess accounting, Moreover,
in many instances, prics fluctnations of inveniory goods de
not bave sufiicient effect on the income siatertent to waiTant
the substitntion of Lifo for the mors conventional methods of
invantory acconnting. .

Many firns bhave hesiiated to adopt Life st the price
levals of the postwar yeors on the ground that prices might
zoon turn downoward, resulting in a higher tax lisbility ander
Lifo than under Fifo.

Relation to National Income Accounting

Gross national product and charges against gross national
product ars alternative messures of the output of final
Emdﬂ sod services produced by the Nation's economy.

ross national product cornprises the purchases of goods and
services by consumars snd government, gross private do-
mestic nvestment and pet foreign investment. Charges
hgaingt eross nationsl preduct sre the sum of all costs
inegurred "in the production of national output. Imcluded
are the factor costs of labor and Lﬂmpﬂl‘tjr, which comprise
the national income, as well ae other cosfa~—rmainly sanital
consurn ption allowances and mdirect business taxes. e
two measmres of national outpui are exhibited in the national
ineome and product aceount.

Inventories in national aecounts

In the determination of gross national product, changes in
the physical volume of inventeries held by business must be
ineluded as & component of private investment. An increase
in inventories constitutes a part of current year's production.
A decling in inventories represents a drawing upon the
production of earlier wears. Increases in inventories musk
therefore be added o, and decreasss deducted from agaregnte
sales t0 consumers, government, end for fxcd nvestment
purposes to alrive at 4 measure of autput.

oce the alm is to derive & messure of the market volus of
eurrent notion, it is essential that the inventory change
included in gross national produet should represent ical
quantities valued st current prices. Insofar as the book
volue chonge reported by business for a given peried in-

cludes, in addition, the appreciation or deprecintion in the
valus of inveniories that is due to changes in the prices of
inventory , 80 inventory wvaluation adjustment is
Teguired to exclude this element,? i

For exemple, if prices are rising, the change in the book
value of inventories exceeds the value of physical change at
cwrrent prices, and 4 negative adjustment must be made to
book value change. Conversely, when prices are falling, o
positive adjustment to book value ch is poeded.

To the extent that the change in the bool: value of inven-
tories iz adjusted in order to determine theinventory change
component of gross national product, an identical Invent
valustion adjustroent to reported busmassrprqﬁj;s ig requive
om the cost or incomes side‘.-grf‘ the account. Thisis 0 because,
85 has been shown, the book walue change In mventorles
enters as an element in the caleulation of profits. The
adjusted measure of business profite reprasents income
arsing from current production. The cost of goads seld is
st.m,l;m:lg in terms of current replacement cost, and, sonse-
quently, profits exclude elements that stem from the price
sppreciataon or deprecintion of stocks. .

The application of the inventory valuation adjustment to
book value changs and regurted profits iz illustrated above
in the naiional income and product aceount for 1651, The
aceount has been shridged and somewhat veonst in order to
show more clemly the effecis of this adjustment.

As can be seen, an ipvemtory valuation adjustment of
minus 817 billion 18 applied on the right side of the aceomi
to the change in the book valus of tetal nonfarm inventories
(ﬁm-pnmtre and noncorporate} to convert it into o measure of
the physieal chanre in current priees. This sdjustment is
matched by corresponding entries of minus $0.4 billion and
minus $1.3 billion applied, respectivaly, to umineorporated
and incorporsted business ineome on the left side of the
Acciant,

Lifo and national income accounting

The basic prmeiple of the Lifo method, the chareme of
current costs to currént Tevenues, is ewmentinlly the same
a5 that embodied in the national ihcome eoncepts. So long
a5 physical stocke of Lifo inventories are stable or inerensing,
figures for inventory change snd business income reporied
oo o Life basis reguire no inventory velustion adjustment
for national income and product purposes, smee any physical

ent fe prioo ghavge comeprss only the norform buelvest seckar, five: the

1 This
basicdsts onform Invenbary chonge mee whendy exprogsod in teems of phytisal quantity
shatige ad curront peiooe.
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increment in Lifo stocks is valued at current prices, and
Inventories used wp in production arve walued at cwrrent
replacement eost. .

i physical stocks decline, however, some adjustnent of
Lifo inventories is necessary for consistency with national
income concepts since these liquidations, wnder Lifo, wil
be valued at cost prices of an earlier period, not at current
prices. {n the produset or output side an inventory valuation
adjusiment is needed to convert the reported change in
bools velne to & current price basis. ¢ income gide an
equivalent adjusiment must he applisd to reported income
in order to place the cost of inventories used up on & current
cost basis. Adjustmente requirad by declines i Lifo stocks
have been negligible in the yrenrs sinee Lifo was introduced,
but could become quite large in the event of Leavy inventory
liquidations.

Fifo and national income accounting

The use of data based on Fifo sccounting raises greater
difficulties for national incoms estimating. If prices are
chanping rapidly, the difference betwesn current costs and
the historical costs charged under Fifo may be guite la:igﬂ.
Thiz is raflected in subatantial departurss of the book valua
¢hanpe in inventories and of book profits from the measures
required for nationn] income purposes. The estimation of
the inventery valuntion adjustment by mearns of which eon-
version of reported data inte paticnsl incoe concebis is
accomplished constitutes one of the most difficult steps In
national incoms sstimation.? '

The charp contrast betwean the Lifo and Fifo mathods as
to the degres of adjustment required to bring their resulte
inte lne with national ineorte eoncepts serves to emphaaize
the need for information vn business accounting, datn
on the book wnlue of inventories and buziness income used
in national income and product estimates are takan from the
compilations of income tsx reterns provided by the Burean
of Internal Revenue in “Statistics of Income.” Mo indica-
tion is given of the extent to which vayioue inventory methods
ore used in the returns underlying these compilations, The

1 A detallod QeSerlption of tl procedure ussl 1o AORISE Eho baok vale of incentor fat
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present. survey and earlier studies of the extent of Lifo
Invsntory aceounting are attempts to fill this gatiﬁin the basip
dats thereby inTe preatar accuracy in treatrnent
of inventories 3 the naticnal aceounis,

Magnitude of inventory valuation adjustment

The size of the inventory valustion adjustment depends on
the amouni of non-Lifo inventories and the rate at which
prices are changing. Whether the adjustment to book value
changs and reported incoma is positive or negative depends
on the dirsction of Eha price change taking place. -In venrs
of rising prices, the Fifo method yields a measure of book
value change which overstates the value of hysical change at
current prices and a measure of bool profits which is corre-
spondingly oversinted. Consequently, a negative adjust-
ment is required. During perigds of price decline, the
inventory valustion sdjustment is positive.

Except for the years 1949 and 1932, when moderata pries
declines occwrred, the inventory vsluation sdjustment hns
been consistently negative from 1939 throngh 1652, Ths
adjustment was Iargest in the vears of greatest price increnses,
1848, 1847, and 1850. The chart on page 18 illostrates
the magnitude of the inventory wvaluetion adjustment in
recent years and its impact on book velue inventory change
and business profits,

Inventory growth has characterized the t])mst.wa.r period,
bat in most years it has bheen overstated by the reported
changs in book wrlue. In 1947, for exampls, only $1.4
billion of the book valne change of $8.7 billion represented

hysicel change at current prices. The additional §7.3
illion increase in book valus vepresented the eftset of rising
prices oh inventory veluation,

The nventory vaiuntion adjustment, in recent years, has
corrospondingly rednced the series on nonfarm business
profits included In the national income accounts below the
unadjusied figurss hased on business acmum‘inﬁ practices.
For instanes, In 1946 and 1947 the intentory valuation ad-
yustment accounted for nbout 15 percent of estimased book
profits before tax, The required adjustment was smaller
mn other years, reaching its lowest level in 1952 when prices .
wars relatively stablo.

Trends in Industrial Output
{Continued from page X)

glowar e. Output in the first quarter, according to tha
Federal Reserve seasonally adjusted produetion index of
maior consumer dimable goods, was up more than two-
ﬁftins from the relotively low vear ape volume Bnd more than
1{ percent from the fourth gquarter of 1952, .

Tha improvement in uation was general with sutput
of furniture and of rodios snd television sets virtually matsch-
ing their earlier h Other lines—household applinnces
and ruge—romained well helow former peaks.

Passenger car output

The production of passenger cors, by far the most impor-
tent ufmt?m consumer hard goodsrsiiues in terms of value,
accounted for the larpest relative gain in the totel index. Out=

pui of ?assm]ger CATS WA steplimd up rapidly following setile-
ment of the work stoppage in the steel mills last summer. In
the fourth quavter of 1952, the industry rolled out 1.3 million
units, & weekly average of 100,000 JEN and Febru-
ary, comnpletions averaged nearly 115,000 per week and this
was inerensod to 130,000 in Mareh. Tha total for the quarter
was 1.5 million wmits. With steel confimoing to flow in
en]ugbad quantities and #wo shift operntions in & number of
assembly plants, completions in April sveraged more than
135,000 cars waek, indicaling a total run of §00,000 cors
for the month, the first time the industey hit this high mack
ginee Maorch, 1851, when 817,000 cars were produced.

The increasing rate of passenger sar production has heen

(ontinued on Bape 24)



